
STATE OF NEId YORK

STATE TN( COI{MISSION

the Matter of
o f

Standard Manufacturing Co., fnc.

for Redetermination of a Deficiency or Revision
of a Determination or Refund of Corporation
Franchise Tax under Article 9A of the Tax Law for
the Years Ended 7/37/78 & 7131/79.

AIT'IDAVIT OF }IAIf,ING

State of New York ]
ss .  :

County of Albany ]

David Parchuck, being duly sworn, deposes and says that he is an employee
of the State Tax Conmission, that he is over 18 years of age, and that on the
2nd day of llay, 1984, he served the within notice of Decision by certified nail
upon Standard Manufacturing Co., Inc., the petitioner in the within
proceedinS, bV enclosing a true copy thereof in a securely sealed postpaid
wrapper addressed as fol lows:

Standard Manufacturing Co., Inc.
750 Second Ave.
Troy, NY 12182

and by depositing sane enclosed in a postpaid properly addressed wrapper in a
post office under the exclusive care and custody of the United States Postal
Service within the State of New York.

That deponent further says that the said addressee is the petitioner
herein and that the address set forth on said rdrapper is the last known address
of the petit ioner.

before me this
of May, 1984.

Sworn to
2nd day

a



STATE OF NEW YORK

STAIE TN( COMMISSION

In the Matter of the Petition
o f

Standard Manufacturing Co., fnc.

for Redetermination of a Deficiency or Revision
of a Determination or Refund of Corporation
Franchise Tax under Article 9A of the Tax Law for
the Years Ended 7/3L/78 & 7/31/79.

ASTIDAVIT OF MAITING

State of New York l
s s .  :

County of A1bany l

David Parchuck, being duly sworn, deposes and says that he is an enployee
of the State Tax Comrnission, that he is over 18 years of age, and that on the
2nd day of May, 1984, he served the within notice of Decision by certified mail
upon Gary l. Lonbardi, the representative of the petitioner in the within
proceeding, by enclosing a true copy thereof in a securely sealed postpaid
wrapper addressed as fol lows:

Gary L. Lombardi
Lombardi, Reinhard, hlalsh & Harrison, P.C.
P.0.  Box 1053,  433 State St .
Schenectady, NY 12301

and by depositing sane enclosed in a postpaid properly addressed wrapper in a
post office under the exclusive care and custody of the United States Postal
Service within the State of New York.

That deponent further says that the said addressee is the representative
of the petitioner herein and that the address set forth on said lrrapper is the
Iast known address of the representative of the petitioner.

Sworn to before me this
2nd day of May, 1984.

r oaths
section 174



STATE OF NEW YORK
STATE TAX COMMISSION

ALBANY, NEW YORK 12227

tlay 2, 1984

Standard Manufacturing Co., Inc.
750 Second Ave.
Troy, NY 12182

Gentlemen:

Please take notice of the Decision of the State Tax Comission enclosed
herewith.

You have now exhausted your right of review at the administrative level.
Pursuant to section(s) 1090 of the Tax Law, a proceeding in court to review an
adverse decision by the State Tax Connission nay be instituted only under
Article 78 of the Civil Practice Law and Rules, and nust be conmenced in the
Suprene Court of the State of New York, Albany County, within 4 months fron the
date of this notice.

Inguiries concerning the computation of tax due or refund allowed in accordance
with this decision may be addressed to:

NYS Dept. Taxation and Finance
law Bureau - Litigation Unit
Building /f9, State Canpus
Albany, lfew York 72227
Phone # (518) 457-2070

Very truly yours,

STATE TAX COMMISSION

cc: Petit ioner's Representative
Gary L. Lombardi
lombardi, Reinhard, Walsh & Harrison, P.C.
P.0.  Box 1053,  433 State St .
Schenectady, NY 12301
Taxing Bureau' s Representative



STATE OF IiIEI,i YORK

STATE TAX COMMISSION

In the Matter of the Petition

o f

STANDARD MANUFACTIIRING C0., INC.

for Redetermination of a Deficiency or for
Refund of Corporation Franchise Tax under
Article 9-A of the Tax Law for the Fiscal Years
Ended July 31, 1978 and July 31, L979.

DECISION

Petit ioner, Standard Manufacturing Co., Inc., 750 Second Avenue, Troy, New

York 12182, fi led a petit ion for redetermination of a deficiency or for refund

of corporation franchise tax under Article 9-A of the Tax Law for the fiscal

years ended July 31, l97B and July 31, 1979 (File No. 32554).

A formal hearing was held before Dennis M. Gall iher, Hearing 0fficer, at

the offices of the State Tax Conmission, Building /19, State 0ffice Canpus,

Albany, New York,  on November 9,  1982 at  9:15 A.M.,  wi th al l  br iefs to be

subnitted by Harch 3, 1983. Petit ioner appeared by lombardi, Reinhard, I, lalsh &

Harr ison, P.C. (Gary l .  lombardi ,  Esq. and Richard P. [ , /a lsh,  Esq.,  of  counsel) .

The Audit Division appeared by Paul B. Coburn, Esq. (Harry Kadish, Esq., of

counsel) .

ISSIJE

hlhether the Audit Division may properly require petitioner, Standard

Manufacturing Co., Inc., and its subsidiary Caribbean Outerwear Corporation to

fi le combined franchise tax reports for the f iscal years ended July 31, 1978

and July  31,  L979.
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FiNDINGS OF TACT

1. 0n December 10, 1980, the Audit Division issued to petit ioner, Standard

Manufacturing Co., Inc., separate notices of {eficiency pertaining to each of

the (petit ioner's) f iscal years ended JuIy 31, 1978 and July 31, 1979. These

notices of deficiency asserted addit ional tax due of $92,810.33 for the f iscal

year ended August 31, 7978, and $581590.57 for the f iscal year ended August 31,

1979,  p lus in terest  for  each year .

2. Separate statements of audit adjustment dated 0ctober 30, 1980, and

pettaining to each of Lhe above fiscal years, contained computations in explana-

t ion of the dollar amounts of addit ional tax asserted as due, as well as an

explanation that the ".. .estimated deficiency is for fai lure to f i le a New York

State franchise tax report, Form CT-3, for Caribbean 0uterwear Corp. and to

include such income on the combined report of Standard Manufacturing Co...t t .

3. Standard Manufacturing Co., Inc. ("Standard'f) was incorporated under

the laws of New York State in Decenber, 1960 and is engaged in the business of

manufacturing highly-styled (fashionable) garments, worn for warmth and known

as I 'outerwearlt.  The board of directors of Standard is comprised of three

individuals, George Arakelian, john Arakelian and Dorothy King, who also serve

as president, vice-president and secretary-treasurer, respectively, of Standard.

In addition, these three individuals own, in approximately equal shares, all of

the outstanding stock of Standard.

4. Caribbean Outerwear Corporation ("Caribbeantt) is a wholly-owned

subsidiary of Standard, incorporated in 1968 under the laws of the State of

Delaware. Caribbea4ts principal place of business is located in Jebuyoa,

Puerto Rico. Caribbean is engaged in the manufacture of highly-styled outer-wear,

and also of 'lactivewear", including garments such as tennis clothing and other
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sports outf i ts designed to be both fashionable as well as functional. The

garments made by Caribbean differ from those made by Standard in that Caribbean's

garments are more highly-styled. In addition, Standard makes no activepear.

5. Standard oI4'ns one hundred percent of the outstanding stock of Caribbean,

and George Arakelian, John Arakelian and Dorothy King serve as Caribbeants

board of  d i rectors and as i ts  o f f icers.

6. Caribbean's faci l i t ies are located in Puerto Rico because of the

availability there of the skilled labor force needed to nanufacture the garnents

sold by Caribbean. At the time Caribbean was being set up to operate, Sixto

Gonzalez was hired to be Caribbeanrs rrchief operating off icertt in Puerto Rico.

Mr. GonzaLez did not becone a member of Caribbeants board of directors, nor did

he replace lhe previously-noted off icers of Caribbean (see Finding of Fact rr5rr).

7. Mr. Gonzalez earned a Bachelor of Science degree in Industrial Engineering

from the University of Puerto Rico, School of Engineering. He also earned an

Associate's Degree from the tr'ashion Institute of Technology in New York City,

with course work emphasizing pattern making and design, and fabric analysis and

grading, as well as the more tradit ional business/f inancial courses dealing

predominantly with the particulars of the fashion industry. After conpleting

his education, Mr. Gonzalez worked in various managerial capacities for several

fashion and garment manufacturing eoncerns. Mr. Gonzalez was chosen by George

Arakelian and hired by Caribbean because, in view of his education and e:qrerience,

he was felt to be completely quali f ied to manage al l  aspects of Caribbean's

operation.

8. Upon being hired by Caribbean, Mr. Gonzalez conmenced naking arrangenents

for the modifications necessary to transform a building purchased previously by

Caribbean into a functional, operating, manufacturing faci l i ty. His actions in
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this regard included contracting for certain modifications to the layout of the

building, for electr ical instal lat ions, and for equipment purchases. l lr .  GonzaLez

also was responsible for sett ing up Caribbean's production l ines, determiniug

the number of clerical and production personnel necessary, hir ing such personnel,

sett ing hours worked, vtages to be paid,l  vacation and holiday schedules, etc.,

and for handling relations between Caribbean and the Puerto Rican governnent.

Finally, Mr. GonzaLez lvas responsible for establishing production levels and

determining production costs, and was involved in the inmediate and long-range

planning and development of new merchandise, markets and customers for Caribbean.

Several 'rdepartment headsr', including a plant manager, a cutting roon manager

and warehouse managers reported directly to \fu. Gonzalez.

9. Mr. Gonzalez approved invoices and authorized payment of bills by

Caribbean. He also handled negotiat ions (often in conjunction with Cbribbeanrs

legal counsel) with Puerto Rican off icials concerning environmental natters,

0SHA and plant expansion. The most expensive machinery used by Caribbean costs

approximately ten to fifteen thousand dollars, and could be purchased by

Mr. Gonza1.ez, if necessary, without first obtaining approval from Caribbeants

Board of Directors. Mr. Gonzalez also purchased the raw naterials used by

Caribbean in manufacturing the garments.

10. Mr. Gonzalez was required to report annually to Caribbeants board of

directors concerning the status of Caribbean's operations and the projection of

costs for future products, orders and operations (manufacturing). Projects

requiring large capital outlays, such as plant expansion (which has occurred

1 Sot" of Caribbean's employees are salaried while others are paid on a
piecework (units of production) basis
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during Caribbeanrs l i fet iure) would be discussed at this annual neeting and

would require the approval of Caribbeants board of directors.

11. Caribbean maintained and paid the expenses of i ts own sales off ice,

showroom, sales personnel and designers located in Jebuyoa, Puerto Rico.

12. Standard did not train Caribbeants personnel, nor did i t  exchange

personnel with or offer technical advice to Caribbean. There was no central ized

warehousing of goods or raw materials nor any internal (intercompany) transfer

of (raw) materials. Each company had its own separate accountants and legal

counsel .

13. Garments purchased by Standard from Caribbean were coqpleted goods to

which Standard did not add any f inishing steps. Standard had other subsidiaries

which manufactured goods different from those made by Caribbean. No business

was conducted between Caribbean and Standardts other subsidiaries.

14. There were no intercorporate loans or other financing arrangements, as

sucb, between Standard and Caribbean, and Caribbean had its own one million

dollar l ine of credit with the Banco Popular de Puerto Rico.

15. Caribbean operated its manufacturing faci l i t ies only in Puerto Rico,

and had no place of business, mail ing address, telephone l ist ing, bank accounts,

inventory or supplies in New York State. Caribbean had no collection procedures

in New York. Goods manufactured by Caribbean were shipped F.0.8. factory and

tit le to the goods was passed to the buyer at the factory in Puerto Rico.

16. Caribbeanrs garments were manufactured based on either its own rrprototlperl

designs which customers had ordered, or on samples sent by customers and

modified by Caribbean to fit its machines and production capabilities. llaterials

needed for nanufacturing were purchased by Mr. Gonzalez in Puerto Rico and in

the United States. Before a garment was nanufactured in quantity, its price



-6-

was determined by Mr. Gonzalez based ou all direct and indirect costs involved

in the nanufacture of the garnent, plus a markup amount for profit. This price

was then subject to the customerts approval before an order was f i l led. No

information was presented with regard to the markup amount or percentage for

profi t  charged by Caribbean.

77. Caribbean maintained its bank account with the Banco Popular de Puerto

Rico in Puerto Rico. A11 checks issued by Caribbean bore the signature of

Dorothy King. Her signature was affixed by neans of a check-signing machine,

to which Mr. GonzaLez had access and through which he authorized and effected

payment of Caribbean's biI1s. According to testimony, this check-signing

procedure was employed in order to comply with a requirement under Puerto Rican

law that only members of the corporation's board of directors could sign

corporate checks in Puerto Rico.

18. George Arakelian testi f ied that Caribbean was organized with the aim

generating a profi t  on i ts sales, and was not required to seII exclusively

Standard (or to any other entity). During the initial years of its operation,

one hundred percent of Caribbean's sales were made to Standard. During these

init ial years, Caribbean manufactured its garments according to the design

specif ications and in the quantit ies needed by Standard.

19. During the f iscal years at issue, approxirnately ninety percent of

Caribbean's sales were made to Standard, while the remaining ten percent of i ts

sales were made to various other customers. This change from selling exclusively

to Standard occurred over a period of years during which time Caribbean and its

products becane known, and during which time Caribbean's manufacturing facilities

!{ere expanded (see Finding of Fact t '10").

o f

to
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20. Caribbean is listed in The Industrial and Commercial Catalogue of Puerto

Rico and in the Membership Directory; Puerto Rican Manufacturerts Association.

Mr. Gonzalez testi f ied that these catalogues are the off icial directories

l ist ing al l  Puerto Rican manufacturers and suppliers, and their prdducts and

services, and that being listed in these catalogues is the "normaltt nanner by

which companies (especially those in the garment manufacturing industry) in

Puerto Rico rradvertisert and rnake known their products and services. Caribbean

did not otherwise advert ise by publication, and has assertedly attracted some

customers other than Standard through "word-of-mouthrt advertiriog.2

21. Standard did not determine or dictate the other customers to whon

Caribbean sold, nor did Standard dictate the types of products made and sold by

Caribbean to these customers. Standard asserts that al l  sales between it  and

Car ibbean were made ast tarmts lengtht t t ransact ions,  and that  a t  t imes Standard

has refused to have certain goods manufactured by Caribbean because the cost of

the goods, as projected by Mr. Gonzalez, was too high.

22. Standard asserts that an "agreenenttt between Standard, Caribbean and

the Internal Revenue Service assures that transactions between Standard and

Caribbean, with respect to the sale of goods, result in armts length prices for

the goods. However, this 'ragreementtt consisted of a statement of (Internal

Revenue Service) Income Tax Examination Changes wherein, inter alia, the price

of goods from Caribbean to Standard during the f iscal years ended August 31,

1973' August 31, 1976 and August 31, t977 were adjusted under Internal Revenue

Code section 482 to reflect an armts length price. No similar document or

2 Mr. Gonzalez is listed under the title of t'managert' in both of the catalogues
introduced as evidence.
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evidence of any agreement pertaining to the fiscal years at issue was offered

by Standard.

23. 0n1y approximately one to two percent of Caribbeanrs profi ts per year

have been received by Standard, with all other profits remaining undistributed

in Puerto Rico. This practice is maintained so that Caribbean nay conply with

the requirements and receive the benefits of Internal Revenue Code section 936

(Puerto Rico and Possession Tax Credit).

24. Standard and Caribbean did not f i le consolidated federal tax returns

or consolidated financial statements during the fiscal years at issue.

25. The Audit Division and Standard have agreed, in the event the Conmission

finds Standard is required to file a combined franchise tax report including

Caribbean, that the tax due sha1l be determined by a business al location

percentage (Tax law $210.3), and that for the f iscal years at issue, the

deficiencies shall  be revised as fol lows:

FISCAT YIAR ENDED DEFICIENCY

July 31, 1978
July 31, 1979

TotaI

CoNCLUSIoNS 0F lAht

A. That subdivision 4 of section 211 of the Tax f,aw provides, in relevant

par t ,  as fo l lows:

rr ln the discretion of the tax commission, any taxpayer, which owns or
controls either directly or indirectly substantial ly al l  the capital
stock of one or more corporations...r may be required or permitted to
make a report on a combined basis covering any such other coqporation...;
provided, however, that no conbined report covering any corporation
not a taxpayer shall be required unless the tax comnission deems such
a report necessary, because of inter-company transactions, or some
agreement, understanding, arrangement or transaction referred to in
subdivision f ive of this section, in order properly to reflect the
tax  l i ab i l i t y  under  th i s  a r t i c l e . . . " .
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B. That regulations of lhe State Tax Comrnission in pertinent part provide:

"(a) In deciding whether to pernit or require combined reports
the fol lowing two broad factors must be met:

(1) the corporations are in substance parts of a unitary
business conducted by the entire group of corporations, and

(2) there are substantial intercorporate transactions anong the
corporations.

(b) In deciding whether each corporation is part of a unitary
businessr the Tax Comnission will consider whether the activities
in which the corporation engages are related to the activities
of the other corporations in the group, such as:

(1) manufacturing or acquiring goods or property for other
corporations in the groupl or

(2) selling goods acquired from other corporations in the group;
or

(3) financing sales of other corporations of the group.

The Tax Commission wil l  consider a corporation to be part of a
unitary business if it is engaged in the same or relaled lines
of business as the other corporations in the group, such as:

(4) manufacturing similar productsl or

(5) performing similar services I or

(6) performing services for the same customers.

(c) In determining whether the substantial intercorporate transaction
requirement is met, the Tax Comrnission will consider only
transactions directly connected with the business conducted by
the taxpayer ,  such as descr ibed in  paragraph (1) ,  (2) ,  or  (3)  o f
subdivision (b) of this section. Service functions such as
accounting, legal, and personnel wil l  not be considered. The
substantial intercorporate transaction requirement may be met
where as l i t t le as 50 percent of a corporationrs receipts are
from any quali f ied activir ies. ' t  (20 NYCRR 6-2.3)

C. That since Caribbean is a wholly-owned subsidiary of Standard, the

stock ownership or control requirement of the statute ($211.4) is clearly net.

Thus, a determination concerning whether or not conbined filing is required

rests upon a finding that Standard and Caribbean are in substance parts of a
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unitary buBiness and that there are substantial intercorporate transactions

between the two. Moreover, it rnust be determined whether ttunder all of the

circumstances of the interconpany relationship, combined reporting fulfills the

statuory purpose of avoiding distort ion of and more realist ical ly portraying

true income [citat ion omitted].tt  Matter of Coleco Industries, Inc. v. State Tax

Com. ,  92  A .D .2d  1008 ,  1009 ,  a f f ' d  mem. ,  59  N .Y .2d  994 .

D. That it is clear from the facts presented that there were substantial

intercorporate transactions between petitioner and Caribbean, and that the two

corporations vtere parts of the same unitary business. Both Standard and

Caribbean ldere engaged in manufacturing and sell ing similar products, specif ical ly

clothing. I{hile Standard manufactured no tractiveweartt, both corporations

manufactured "outerwear'r differing only as to the degree of styling incorporated

into the garments. During the years at issue, ninety percent (90%) of Caribbeants

goods were manufactured for and sold to Standard, with Standard thereafter

adding no furthAr labor or styling to these goods before selling them. Notwith-

standing the title and overall function of llr. GonzaLez, ultinate control over

Caribbean, a[d over Standard as the purchaser of ninety percent of Caribbeants

output, rested with the three common officers and directors of Caribbean and

Standard. Finally, while an amount or percentage was not specif ied, i t  is

clear that the major port ion of Caribbeants income (and hence its undistr ibuted

profits) was generated by i ts transactions with Standard.

E. That no details were given concerning the markup amount or profit

percentage charged by Caribbean on its sales to Standard or to any of its other

customers. The transactions between Standard and Caribbean were al leged to

have been ttarmts lengthtr sales. However, the document introduced by Standard

in support of this proposit ion (see Finding of Fact "22") pertains to years
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prior to those at issue, and reveals only that upon audit the Internal Revehue

Service adjusted the pricing of goods sold by_Caribbean to Standard (in those

prior years) to arrive at armrs length prices. There is thus no certainty that

during the years at issue the prices paid were based upon arnts length bargaining

or narket fac!.ors. To the contrary, repeated Federal audit changes militate

against the petit ioner rather than support i ts claim of armts length transactions,

because those federal changes evidence a pattern of unrealist ic pricing corrected

only after audit.  In view of the general corporate structure, the presence of

distort ion may thus be inferred as to any incone or losses not specif ical ly

reviewed by Federal auditors. Accordingly, i t  was proper to require petit ioner

to include its subsidiary Caribbean on a conbined franchise tax report.

I .  That the petit ion of Standard Manufacturing Co., Inc. is hereby denied

and the notices of deficiency dated December 10, 1980, as revised in accordance

with Finding of Fact i l25'r, together with such interest as may be lawful ly

owing, are sustained.

DATED: Albany, New York STATE TAX C0MMISSI0N

MAY 0 21984

il( |u''tr\*L.--


